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DEBT OPERATIONS REPORT 


INTRODUCTION 


The Fiscal Context 


The state of public finances in Canada is a crucial public policy issue. Large 
deficits and growing debt burdens have constrained the ability of governments 
to provide the range of programs and services Canadians want, including 
efforts to strengthen economic growth and job creation, and have led to 
growing concern on the part of investors at home and abroad. 


An unbroken string of deficits has caused the public debt to grow substantially 
faster than the economy over the past 20 years. As a result, the net federal! 
debt now stands at 73 per cent of Gross Domestic Product (GDP), up from 
47 per cent of GDP a decade ago. Canada’s total government debt — 
including provincial government debts — has reached 100 per cent of GDP. 


As the public debt has grown, debt charges have claimed an increasing share 
of revenues, Squeezing out the ability to pay for programs and services. 
Interest charges ate up 34 cents of every federal revenue dollar in 1994-95, 
up from 22 cents in 1980-81 and about 11 cents in 1974-75. At $42 billion, 
interest charges were the largest single budgetary expenditure item for the 
federal government in 1994-95, and more than accounted for the deficit of 
$37.5 billion. 


In response to the deficit and debt challenge, the federal government is acting 
to reduce the deficit sharply both to end the rise of the debt-to-GDP ratio and 
ensure that it is put on a permanent downward track. 


As the size of the debt has grown, so has the importance and complexity of 
managing the debt effectively. The purpose of this Debt Operations Report is 
to explain the government’s debt management strategy and to provide basic 
information on its borrowing operations. 


Highlights of the Report 


The Debt Operations Report outlines the key elements of current federal debt 
management strategy and describes various strategic and operational 
aspects of the government’s debt program and cash management activities 
over the past fiscal year. 


The federal government’s net debt is defined as its gross public debt less the 
financial assets it owns. The net debt, which represents the sum of the federal 
government’s annual budgetary deficits and surpluses since Confederation, 
totalled some $546 billion at the end of March 1995. 
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The federal government finances the debt by borrowing from two basic 
sources. First, and most importantly, the government borrows from financial 
markets by issuing various instruments Such as bonds and Treasury bills. On 
March 31, 1995, the government's outstanding market debt was $438 billion. 
Second, the federal government borrows from internal sources, primarily from 
the federal public sector Superannuation accounts. 


Federal debt management strategy 


The objectives of the federal government’s debt management strategy are: to 
minimize the cost of funding for the Government of Canada; to ensure that 
these costs remain relatively stable over time; to maintain a diverse investor 
base; and, to ensure the continuing development of liquid and well-functioning 
Canadian financial markets. 


This strategy encompasses four key elements: 


e to achieve a more stable and prudent debt structure by rebalancing the 
stock of debt more towards longer-term fixed-rate instruments, bringing 
Canada more into line with international standards; 


e to develop a retail debt program aimed at stopping the decline in the retail 
investor base by providing Canadians with greater opportunities to invest in 
a family of Government of Canada debt products; 


e to continue to reduce borrowing costs through the development of 
innovative financing instruments and improvements in the liquidity and 
efficiency of the Canadian fixed income market; and 


e to maintain active relations with investors and credit rating agencies, 
informing them on a timely basis of Canada’s political, economic, fiscal 
and debt management developments. 


Composition of the federal debt 


Almost all of the federal government’s borrowings are for domestic purposes. 
These include new requirements that arise from financing the government’s 
budget deficit and the refinancing (rolling over) of maturing debt instruments. 


The main instruments the government uses to meet its domestic financial 
requirements are: 

e marketable bonds — including fixed-coupon bonds and Real Return Bonds; 
e Treasury bills; and 

e Canada Savings Bonds. 


These instruments account for about 80 per cent of total domestic 
government borrowings. The remainder (20 per cent) come from internal 
sources such as the Superannuation accounts. 
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The table below indicates the breakdown of the stock of federal Canadian 
dollar market debt as of March 31, 1995 (the end of the last fiscal year). The 
table also shows the new issues that took place last fiscal year. 


Government of Canada Canadian dollar market debt: March 31, 1995 


__New issues in 1994-95 


Stock as of Gross Maturing Net | 
Instrument —— 7. March 31/1995 issues securities issues 


(billions of dollars) 


Fixed-coupon bonds 222 41.6 21.2 20.4 
Real Return Bonds 4 1.8 0 ifs: 
Treasury bills 164 401.1 402.7 (1.6) 
Canada Savings Bonds 31 7.0 7.6 (0.1) 
Total 421 452.0 431.5 20.5 


The government also borrows from time to time to meets some of its foreign 
currency reserve needs for official government operations, which are effected 
through the Exchange Fund Account. These borrowings, which totalled some 
$17 billion on March 31, 1995, are small in relation to total federal government 
debt (4 per cent of outstanding market debt in 1994-95) and are currently 
denominated exclusively in U.S. dollars. 


Who holds the federal debt 


The distribution of domestic holdings of Government of Canada market debt 
has shown some important changes over the last decade. Of note is the 
decline in the share of the personal sector — to 16 per cent from over 40 per 
cent a decade earlier. As a result, Canada Savings Bonds, which may be held 
only by individuals, have been declining as a proportion of total outstanding 
debt. Chartered banks account for the largest share of domestically held 
Treasury bills. Insurance companies and pension funds have the largest 
holdings of Government of Canada marketable bonds. 


Over time, there has been an increasing reliance on Canadian government 
borrowings from non-residents. This increased reliance results from the fact 
that domestic savings have not kept pace with the total borrowing needs of 

. Canadian governments and the private sector. Non-resident holdings of the 
Government of Canada’s outstanding market debt are estimated to have 
reached $110.4 billion at the end of March 1995. This represents 25 per cent 
of the government’s total market debt, up from 11 per cent a decade ago. 
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Structure of the Report 


The Report is organized as follows: Section 1 describes the major themes and 
key elements of current federal debt management strategy. Section 2 presents 
the results of the fiscal year 1994-95 debt program. Section 3 documents 
borrowings by federal Crown corporations. Section 4 describes the distribution 
of holdings of Government of Canada debt and the changes in those holdings 
over time. The Report also includes technical Annexes related to Government 
of Canada debt instruments and Reference Tables containing historical data 
on the federal debt. 
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1. FEDERAL DEBT MANAGEMENT STRATEGY 


Overview 


The objective of managing the federal debt is to minimize funding costs while 
ensuring that these costs remain relatively stable through periods of market 
volatility. 


To achieve this objective, the federal government continually searches for 
ways to improve the liquidity and efficiency of capitals markets, since efficient 
capital markets lower borrowing costs. Furthermore, the government 
continues to monitor developments in financing instruments to look for better 
and more innovative ways to finance the debt. 


While cost minimization is a key goal, it must be balanced with the goal of 
cost stability. An important element of current federal debt strategy is the plan 
to alter the structure of the debt to reduce sensitivity of debt servicing costs to 
fluctuations in interest rates. Sensitivity to changes in interest rates is reduced 
primarily through increased issuance of fixed-coupon marketable bonds. 


A further key element of federal debt strategy is the government's retail debt 
program. Given the size of the federal debt, the government needs to maintain 
a broad investor base. Retail distribution is an important part of this investor 
base. A concern is that the personal sector’s share of the domestically-held 
federal debt has fallen in recent years, from over 40 per cent a decade ago to 
16 per cent in 1994. The government, through its retail debt program, aims to 
stop this decline and over time increase the share of the federal debt held by 
retail investors, thereby reducing the reliance on foreign investors. 


Following are detailed descriptions of the key components of current federal 
debt strategy. 


Reducing Sensitivity to Interest Rate Fluctuations 


An important consideration in managing the federal debt is the impact on debt 
charges of unexpected increases in interest rates. Under the current structure, 
a one percentage point increase in rates results in a $1.5 billion increase in 
annual debt charges’. The potential for unexpected variations in debt charges 
can be modified by changing the structure of the outstanding debt — a larger 
proportion of fixed-rate debt reduces the sensitivity of debt charges to interest 
rate fluctuations. 


Currently, 45 per cent of the federal debt is in floating-rate form (that is, debt 
which matures or is repriced within one year) and 55 per cent is in fixed-rate 
form. Chart 1 shows the structure of outstanding debt over the past 10 years. 


1 Note that this is the effect over one year. Since longer-term debt is also refinanced at higher 
rates, annual debt charges would increase in later years as well. 
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Other major industrialized countries generally have more than 65 per cent of 
their debt in fixed-rate form. Because of the rapid build-up in Canada’s debt 
and relatively heavy reliance on Treasury bill issuance over the last two 
decades, the federal government is more exposed to changes in interest rates 
than most other sovereign issuers of debt. The large size of Canada’s debt 
and the relatively high proportion being refinanced in the short term are 
matters of increased focus in financial markets. The establishment of a more 
prudent financial structure is an important element in putting the federal 
government's financial house in order. 


Establishing a more prudent debt structure involves considerations of interest 
cost minimization. Planning assumptions of stable, positively sloped yield 
curves would call for more short-term debt on cost grounds. However, more 
prudent planning assumptions are that rates will rise, at least temporarily, 

and that yield curves will be inverted for periods of time during the ten-year 
planning horizon. Under these conditions, moving to a higher portion of fixed- 
rate debt can result in substantial savings in debt charges as well as providing 
increased cost stability. The current target of 65 per cent at the end of the 
2004-05 fiscal year represents a balance of cost minimization and cost 
stability. Achieving a fixed-rate target higher than 65 per cent is constrained at 
this time by the ability of the Canadian fixed income market to absorb higher 
levels of Government of Canada fixed-coupon bond issuance. 


Chart 1 
Structure of outstanding debt 
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Given the size of the federal debt stock, it is not possible to change the 
structure of the debt dramatically from one year to the next. The government 
has worked to increase the fixed share of the debt since 1990 as markets 
permitted. Successive increases in the medium-term target have been made 
in each of the last four years consistent with the ability of the domestic bond 
market to absorb the requisite large volumes of bond issuance. The increase 
in the fixed-rate target to 65 per cent of the debt stock at the end of 2004-05 
will bring Canada more into line with international standards, achieve a more 
prudent debt structure in an increasingly volatile market environment, and 
remove debt structure as a source of financial concern for Canada. 


Consistent with the higher fixed-rate target, the average term to maturity 
(ATM) of the debt stock will be lengthened. Typically, outstanding debt with a 
lower ATM will result in more volatile debt charges as it has to be refinanced 
more quickly. The ATM of the outstanding market debt of the Government of 
Canada reached a low of 4.0 years in 1990, as a large proportion of deficits 
in the preceding decade was financed by Treasury bills. Since 1990-91, 
however, as a consequence of the government’s strategy to issue a higher 
proportion of longer-term debt, the ATM has rebounded, reaching a level of 
4 years 10 months at the end of fiscal 1994-95. (See Chart 2.) 


Chart 2 
Average term to maturity of outstanding marketable debt 
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Retail Debt Strategy 


Given the scale of debt operations, the government needs as broad an 
investor base as possible; retail distribution is an important component of the 
strategy to diversify the investor base. The share of the domestic federal debt 
held by the personal sector has fallen from over 40 per cent a decade ago to 
16 per cent in 1994. The retail program is aimed at stopping this decline by 
providing Canadians better access to a family of safe and secure Government 
of Canada obligations. 


As part of the February 1995 budget, the government announced the launch 
of anew retail debt program. The objective of this initiative is to provide 
Canadians better access to a family of Government of Canada retail products 
rather than solely Canada Savings Bonds, so that Canadian investors can 
participate to a greater extent in the federal debt program. 


As recommended by studies on retail debt commissioned by the Department 
of Finance, the new retail debt strategy will no longer focus exclusively on a 
single product, i.e. Canada Savings Bonds (CSBs), as it has in the past. 

The plan is to increase retail sales by developing and promoting a family of 
products, including new products, that will meet the needs of different retail 
market segments (cash, pre- and post-retirement). The retail program will 
also adopt a new customer-focused marketing approach and will concentrate 
on facilitating access to government debt obligations by improving current 
distribution channels and developing new ones. A Special Operating Agency, 
the Canada Retail Debt Agency, with the required retail market expertise to 
design, market and distribute government retail products has been 
established to meet the objectives of the retail debt program. 


Market Development 


The government’s debt management strategy places significant emphasis 

on initiatives to improve the functioning of Canadian capital markets. Capital 
markets which are liquid and efficient offer lower borrowing costs for issuers. 
The government’s efforts over the last several years to improve the liquidity 
and efficiency of Canadian capital markets have helped to reduce its 
borrowing costs by an estimated 10 basis points, and have helped to promote 
Canada’s markets to be among the most efficient in the world. One indicator 
of the efficiency of capital markets is the trading spreads for instruments (i.e. 
the difference between the yields at which instruments are offered for sale and 
for purchase). Table 1 shows the narrow spreads at which Government of 
Canada Treasury bills and benchmark bonds are quoted — spreads which 
compare favourably to those of other major international capital markets. 
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Table 1 
Bid-offer spreads on Government of Canada Treasury bills and benchmark bonds 


Treasury 2-3-year 5-year 10-year 30-year 
bills ___ bonds _bonds bonds _ bonds © 


Spread 
(in basis points) 2-3 2-3 2-3 1 1 


Source: Bank of Canada. 


The liquidity and efficiency of Canadian capital markets have increased 
steadily over the past few years, with benefits to the federal government and 
other market participants. One indicator of the liquidity of the market is the 
turnover or volume of transactions. Volumes of transactions in the 
Government of Canada bond market are estimated to have grown by some 
140 per cent from $330 billion in the first quarter of 1990 to roughly 

$785 billion in the first quarter of 1995. Similarly, in the Treasury bill market, 
volumes have grown by approximately 200 per cent from $405 billion in the 
first quarter of 1990 to $1,200 billion in the first quarter of 1995. (See Chart 3.) 
Again in proportionate terms, turnover ratios in the Canadian markets 
compare favourably with those of other countries with highly developed 
capital markets. 


Chart 3 
Domestic Treasury bill and marketable bond turnover 
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The adoption of an electronic system of clearing and settling Government of 
Canada bonds is an example of a measure which has improved the efficiency 
of the Canadian bond market. The government supported the introduction of 
such an electronic system in 1989 by Canadian Depository for Securities 
(CDS) Limited. The CDS system made it possible in June 1995 to reduce the 
settlement period for bonds from five to three days. Since late October 1995, 
Government of Canada Treasury bills have become available on the 

CDS system. 


The CDS system also helped the development of the stripped Government 
of Canada bond market by facilitating the combining of stripped Canada 
bonds. (For stripped bonds, a bond's interest payments and its principal 
are separated, and each is sold individually.) These measures have helped 
increase the liquidity of the Canadian stripped bond market. Chart 4 shows 
the significant increase in Government of Canada stripped bond trading 
since 1989. 


Introduction of the CDS system has also helped reduce transactions costs 
for repurchase agreements (repos) involving Government of Canada bonds. 
(Under a repo, the investor selling the financial asset simultaneously agrees to 
repurchase it from the purchaser on a stated future date at a predetermined 
price.) This innovation, combined with the removal of Canadian withholding 


Chart 4 
Government of Canada strip bond turnover 
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tax on most cross-border repo transactions in 1998, have resulted in a 
significant increase in repo trading — from a weekly average of $135 billion in 
January 1994 to some $220 billion in February 1995. 


Table 2 gives a summary of major ongoing government initiatives to improve 
Canadian fixed-income markets. 


Table 2 
Major initiatives undertaken to promote efficient Canadian capital markets 


Ongoing initiatives 
Bond markets Derivatives markets 
Large benchmark issues Promotion of Government of 


Regular bond calendar Canada bond futures contracts 


Removal of tax limitations on 


Pricing transparency 
cross-border repo transactions 


Book-based electronic clearing 
and settlement Treasury bill program 
Quarterly two-, five-, ten- and Same-day cash management bills 


thirty- i | i 
irty-year auctions Maturity of cash management bills on 


Auction of Real Return Bonds days other than Thursday 
Common coupon dates Reduced tender size volatility 


Initiatives under review 
U.S. dollar medium-term note program 
Improved cash management 
Increased use of derivatives 


Greater transparency in the bond calendar is a key element in the strategy 
to improve the liquidity of the Canadian bond market. Over the past four 
years, the government has on an annual basis announced its target 
benchmark sizes for marketable bonds. In addition, the dates of planned 
bond issues are announced in advance on a quarterly basis. In 1994-95, 
three dates each quarter were designated publicly for the regular cycle of 
two-, five-and ten-year auctions. This system will be broadened further in 
1995-96 by announcing in advance each quarter the date of a regular 
thirty-year issue and the week of issuance of Real Return Bonds (RRBs). 
These announcements increase the market’s certainty about future debt 
operations and promote efficiency in the market. Prices of government 
securities are widely quoted by the well-known market information service 
companies and a new consolidated inside-market pricing service is expected 
to be available in late 1995. 
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Table 3 
Target benchmark sizes for Government of Canada bonds 


Target range 


Benchmark 7 ; Fiscal 1995-96 
(billions of dollars) 
2-year 4-6 
3-year 4-6 
5-year 6-9 
10-year 6-9 
30-year 6-9 


Source: Department of Finance. 


In 1995, in response to demand from investors, the government also 
announced the reintroduction of benchmark bonds with three-year maturities, 
and the introduction of an auction process for distribution of Real Return 
Bonds. 


The government continues to actively promote the development of a domestic 
Government of Canada bond futures market. The Department of Finance and 
the Bank of Canada have worked with the Montreal Exchange and the 
investment Community in developing the five- and ten-year Government of 
Canada bond futures contracts. 


The government’s cash management operations serve to keep cash balances 
at minimum levels in view of operational needs, and to maximize interest 
earned on excess balances. The government’s cash management has been 
improved with the introduction in 1995 of a new funding instrument, same-day 
cash management Treasury bills. Same-day bills are delivered and settled for 
same-day funds for maturities as short as one day. This instrument, combined 
with short-term cash management bills which mature on days other than 
Thursday, provide the government with further options for cost-effective 
funding which will allow better matching of its short-term borrowings with its 
cash needs. 


In the future, the government will be reviewing other initiatives which could 
assist in more efficient debt management operations. The use of a U.S. 
dollar medium-term note (MTN) program will be evaluated as a means of 
raising cost-effective funding for the Exchange Fund Account. MTNs cover 
the short- to medium-term maturity range and could be used in addition to 
the Canada bill program and occasional foreign-currency bond issues. As 
well, the applicability of wider usage of derivatives will be assessed as a 
means of managing the government’s exposure to interest rate and foreign 
exchange risk. 
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Investor Relations and Rating Agencies 


The Investor Relations Program enhances the Department of Finance’s 
ongoing dialogue with investors, with the objective of improving investor 
knowledge of Canada’s political, economic and fiscal developments, and our 
debt management strategies. The program helps to ensure that Canada 
remains a preferred investment location for international investors. Among the 
program’s key elements are the timely distribution of information on the fiscal, 
economic and monetary outlook, regular contact with domestic and 
international investors, and annual investor missions to Canada from 

major markets. 


Ongoing contact and close co-operation with investors is the essence of the 
program. Highlights from this year’s program included a successful round 

of post-budget visits led by senior economic Ministers, who spoke to and 
heard from investors in New York, London, Tokyo, and Zurich, and a visit by 
the Minister of Finance to Tokyo and Hong Kong to focus investor attention 
on the recent improvements in Canadian economic competitiveness. 
Internationally, the program relies on Canada’s Finance Counsellors abroad for 
developing and maintaining links with the international investment community. 


The Department of Finance continues to maintain close contact with rating 
agencies, providing periodic briefings on developments and the outlook in 
Canada, as well as regular in-depth reviews of the federal government’s 
finances. 
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2. GOVERNMENT OF CANADA DEBT MANAGEMENT 
OPERATIONS AND CASH MANAGEMENT — 1994-95 


Overview 


The federal government’s net public debt totalled $546 billion on 

March 31, 1995 — up from $508 billion one year earlier. The government 
finances the debt by borrowing from financial markets through the issuance 
of various instruments, including fixed-coupon bonds, Real Return Bonds, 
Treasury bills and Canada Savings Bonds. The federal government also 
borrows from internal sources, primarily from public sector Superannuation 
pension accounts. 


The Government of Canada issued $20.5 billion of domestic market debt 
(net of maturing securities) during the 1994-95 fiscal year: $20.4 billion in 
fixed-coupon marketable bonds; $1.8 billion in Real Return Bonds; a 

$1.6 billion reduction in the stock of outstanding Treasury bills; and a 

$110 million reduction in the stock of Canada Savings Bonds. (See Table 4.) 
The government increased internal borrowings by $9.4 billion in 1994-95, 
principally from public service Superannuation accounts. 


As a result of the 1994-95 debt program’s greater issuance of debt in fixed- 
rate (rather than floating-rate) form, the proportion of the outstanding stock 
of federal debt at fixed rates increased from 53 per cent to 55 per cent 
during 1994-95. 


Table 4 
The marketable debt program, 1994-95 


(billions of dollars) 


Canadian dollar market transactions (net issuance) 


Fixed-coupon bonds 20.4 
Real Return Bonds 1:6 
Treasury bills -1.6 


Canada Savings Bonds -0.1 


Source: Department of Finance estimates. 


Following are detailed descriptions of the specific component programs 
making up the 1994-95 debt program. 


Government of Canada Fixed-Coupon Bonds 


Fixed-coupon marketable Government of Canada bonds are issued in 
Canadian dollars and pay interest semi-annually. The outstanding stock of 
these bonds totalled $226 billion at the end of the fiscal year, representing the 
largest component (at 52 per cent) of the federal government’s outstanding 
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market debt. Issuance of fixed-coupon bonds is one of the key means 
by which the government can increase the share of the federal debt at 
fixed rates. 


Gross issues of Government of Canada fixed-coupon bonds (excluding 
Real Return Bonds) totalled $41.6 billion in fiscal 1994-95. Of this amount, 
$21.2 billion was used to finance maturing bonds, while $20.4 billion 
represented net new issues. (See Reference Table IX for a Summary of 
gross issues during fiscal 1994-95, and Reference Table X for a list of all 
bond issues outstanding on March 31, 1995.) 


The average term to maturity of the fixed-coupon bond program for the year 
increased to 8.9 years from 8.6 years. (Chart 5 shows the distribution of 
issues in the bond program by approximate term to maturity.) 


The government has pursued a strategy to improve liquidity in Canada’s 

bond market through larger benchmark bond sizes. The average size of the 
21 Government of Canada bond auctions during the year was approximately 
$1,980 million, up about $135 million per issue from fiscal 1993-94. In 

March 1994, target sizes for benchmark issues were increased: for two-year 
bonds, to $4 to $6 billion; and for five-, ten-, and thirty-year bonds, to $6 to 
$9 billion. All of these targets were met during the course of the 1994-95 fiscal 
year. Building upon the success of its continuing quarterly cycle of two-, five- 
and ten-year auctions, the government issued thirty-year bonds each quarter. 


Chart 5 
Fiscal 1994-95 fixed-coupon bond program 
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Real Return Bonds 


In November 1991, the government introduced a program of Real Return 
Bonds whose return is linked to changes in the consumer price index. This 
instrument represents cost-effective diversification of the marketable bond 
program for the government as the implied real rates on comparable nominal 
bonds will generally exceed the real rate offered on RRBs. Real Return Bonds 
also have value for institutional investors whose long-term liabilities are related 
to the rate of inflation and for retail investors, principally for their RRSPs. 


In fiscal 1994-95, the government issued a total principal amount of 

$1.8 billion in four separate issues. These bonds, like the original issue, bear 
a real coupon rate of 4.25 per cent and mature in 2021. Due to the rise in 
nominal interest rates over the fiscal year, which made implied real rates on 
comparable nominal bonds significantly higher than the real rate offered on 
RRBs, issuance of Real Return Bonds in 1994-95 fell short of expectations. 


Primary distribution of the four issues of Real Return Bonds in the fiscal year 
took place through a syndicate of Canadian securities dealers. Late in the 
year, the first auction of RRBs was announced for the first quarter of the 
1995-96 fiscal year. Consistent with greater transparency, the date of the first 
RRB auction was announced in the quarterly press release. 


Floating-Rate Borrowing 


Table 5 shows a comparison of the size and cost of the various floating-rate 
financing alternatives available to the government. The bulk of the 
government’s floating rate financing is in the form of Treasury bills. Cost 
savings for the government can be achieved through participation in interest 


Table 5 
Selected floating-rate statistics, fiscal 1994-95 


Gross Average 
issuance rate! 

(billions of dollars) (per cent) 

Treasury bills: 

Cash management 40.8 6.24 
Three months 200.6 6.40 
Six months 99.1 6.92 
Twelve months 60.6 1:00 
EFA cash management swaps 0.3 59 
Interest rate swaps 0:5 7,02 
Canada Savings Bonds es 6.38 


| For Treasury bills, weighted average tender yields during the fiscal year. For interest rate swaps, 
average rate on gross transactions. For Canada Savings Bonds, average rate earned on bonds 
sold in the 1994 campaign. 


Source: Department of Finance. 
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rate and EFA cash management swaps. The potential size of these programs, 
however, is much smaller than that of the Treasury bill program, because of 
the limited size of the swap market relative to the well-developed domestic 
Treasury bill market. 


The Treasury bill program 


On a weekly basis, Treasury bills with terms to maturity of three, six and 
twelve months are offered to meet part of the new financial requirements of 
the government and to refinance maturing Treasury bills. In order to enhance 
liquidity of one-year Treasury bill issues, the government issues one-year bills 
in two consecutive auctions with a common maturity date. Cash management 
bills for somewhat smaller amounts and shorter periods than typical Treasury 
bills are also issued from time to time to meet financing requirements. 


The outstanding stock of Treasury bills decreased by a very small amount 
during 1994-95 to $164 billion, in response to the government’s lower 
borrowing requirements. Total gross issuance of Treasury bills remained very 
active, however, at $401.1 billion in 1994-95, reflecting the shorter term to 
maturity and more frequent turnover of these instruments than bonds. (See 
Reference Table VI for a list of all Treasury bill issues during the fiscal year.) 


Canada Savings Bonds 


The federal government introduced two enhancements to Canada Savings 
Bonds in 1994 to revitalize the program after a number of years of declining 
sales. These innovations were: 1) a new three-year escalating pricing feature, 
aimed at making CSBs more competitive in an upward-sloping yield Curve 
environment; and 2) an expanded sales window, to make the product 
available over a longer period of time. These innovations were well-received 
by Canadians. 


Total gross sales during the 1994 campaign were $7.5 billion, an increase of 
almost 40 per cent from the previous year. Adjustments to the interest rate 
paid on CSBs, set in the 1994 campaign, were made on two occasions: 

the rate was raised from 5.75 per cent to 7.5 per cent for the period from 
February 1, 1995 to April 30, 1995, and was reduced to 6.5 per cent for the 
period from May 1, 1995 to July 31, 1995. With strong sales in the campaign, 
the government was able to stop the rapid decline in the stock of outstanding 
CSBs. The CSB stock at the end of the 1994-95 fiscal year was $31 billion. 


By offering the new three-year escalating pricing feature and expanding the 
sales window, the federal government was able to meet the demands of 
individual Canadians and provide them additional flexibility for participation 
in the federal debt program. The enhancement of the 1994 CSB program 
represented an innovative and successful first step as part of the 
government’s efforts to maintain a presence in retail markets. 
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Chart 6 
CSB sales and stock over the past decade 


billions of dollars 
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Source: Bank of Canada. 


The Canadian dollar interest rate swap program 


Since February 1988, as opportunities have arisen, Canada has entered into 
domestic fixed-to-floating interest rate swap agreements with selected 
counterparties. These agreements make use of Canada’s relative advantage 
as the benchmark issuer in fixed-rate debt to obtain floating-rate funds at 
rates below those on Treasury bills. 


During fiscal 1994-95, the government transacted four swaps with a nominal 
principal amount totalling $500 million, at floating rates between 22 and 

AO basis points below three-month bankers’ acceptances (BAs). With the total 
stock of $6.8 billion outstanding at March 31, 1995, estimated savings of 
$37.5 million per year below comparable Treasury bill costs are being realized. 
(Reference Table VIII contains a list of all interest rate swaps done by the 
government between April 1, 1994 and March 31, 1995.) 


Exchange Fund Account cash management swaps 


Exchange Fund Account (EFA) cash management swaps exchange a small 
portion of Canada’s foreign currency exchange reserves for Canadian dollars, 
with a simultaneous agreement to buy the foreign currency back at a fixed 
price sometime in the future. They are used on short notice for cash 
management purposes. Only one EFA swap was done in 1994-95, in the 
amount of $300 million, and no swaps were outstanding at year end. 
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Canada’s Foreign Currency Debt 


Canada borrows in foreign currencies for the principal purpose of raising 
foreign exchange reserves for the Exchange Fund Account. These reserves 
are used to promote order and stability of the Canadian dollar on the foreign 
exchange market. Foreign currency debt outstanding of U.S. $12.1 billion 
(some $17 billion in Canadian dollar terms) as of March 31, 1995 includes 
Canada bills, a U.S. $2 billion floating-rate note, and marketable bonds. 

The federal government’s foreign currency debt is currently denominated 
exclusively in U.S. dollars and amounts to about 4 per cent of its outstanding 
market debt. 


Foreign currency liabilities were more than fully covered by available foreign 
currency assets in the form of international reserves. On March 31, 1995, 
Canada’s international reserves stood at approximately U.S. $14.8 billion. 


Table 6 
Composition of foreign currency debt as of March 31, 1995 
Per cent of 
total foreign Floating-rate 
i Amount currency debt —siportion ~~ 
(billions of U.S. dollars) (billions of U.S. dollars) 
Canada bills 6.5 53 6.5 
Floating-rate note 2.0 We 2.0 
Bonds 3.6 OO a: 1.3 


Total 12 £1 100 g:5 


Source: Department of Finance. 


Canada bills 


Canada bills, short-term promissory notes denominated in U.S. dollars, are 
issued from time to time in the U.S. market, and are a source of low-cost 
U.S. dollar funding. At the end of 1994-95, just over half (or $6.5 billion) of the 
government’s outstanding foreign currency debt was in the form of Canada 
bills. The stock of Canada bills increased from $4.1 billion at the end of the 
1993-94 fiscal year. The cost of this program is offset by investing the 
proceeds of these issues in high-quality U.S. dollar denominated assets. 


Euro-U.S. $2 billion three-year bond issue 


In July 1994, the government launched its first fixed-rate U.S. dollar issue in 
eight years. The issue bore a coupon of 64%, and was sold to retail and 
institutional investors in the Euromarket. The operation was undertaken to 
diversify the funding of the government’s foreign currency liabilities. 
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Cross-currency swap 


In March 1995, the government entered into a currency exchange agreement, 
whereby $400 million of Canadian dollar floating-rate debt was swapped into 
$286 million of U.S. dollar floating-rate debt for a five-year term. The swap 
was done as a cost-effective alternative to bond issuance to fund the 
government’s foreign exchange reserves. 


Global U.S. $1.5 billion five-year bond issue 


In May 1995, the government launched its first-ever Global bond. Tradable 
by investors in Asia, Europe and North America, the issue was met with very 
strong demand and was priced, with a coupon of 64%, at a level of U.S. 
Treasuries plus 25 basis points. The proceeds of the issue were used to 
reduce the outstanding level of Canada bills. 


Global U.S. $1.5 billion ten-year bond issue 


In July 1995, the government followed up the success of its first Global bond 
with a U.S. $1.5 billion ten-year Global bond issue. Favourable market 
conditions at the time provided an opportunity to raise funds required for 
Canada’s foreign exchange reserves which will be used to prefund U.S. dollar 
bond issues maturing later in fiscal year 1995-96. Once again, the issue was 
extremely well-received by investors around the world, which allowed it to be 
priced at a cost of 36 basis points over U.S. Treasuries. 


The Management of the Government’s Cash Balances 


The government’s objective is to keep balances at minimum levels, given 
operational needs and the variability of cash flows, while at the same time 
maximizing interest earned on these assets. All cash balances are auctioned 
to financial institutions in either term or demand form, with as much as 
possible in the form of term deposits which receive a higher rate of return. 
During fiscal 1994-95, rates received on term deposits were about 235 basis 
points higher than those on demand deposits. The government’s ability to 
maximize earnings on cash balances, however, is to some extent constrained 
by the uncertainty in forecasting the large daily changes in cash balances, 
owing to the scope of the government’s financial operations and the 
operations of the Bank of Canada. 


Auctions were introduced for the federal government’s term deposits in 1986 
and demand deposits in 1989 to permit these balances to earn competitive 
market rates of return. Each week the direct clearers (the major deposit-taking 
institutions and banks) bid, at auction, for a share of the government’s 
demand balances. These balances are priced off the direct clearers’ prime 
rate. At the end of each business day, after the government’s cash needs for 
the next day are determined, the excess is auctioned to direct clearers in the 
form of term deposit balances. The amounts are announced at the end of the 
afternoon, and the auctions take place the following morning. 
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The level of the government’s daily cash balances (term and demand) 
averaged $2.4 billion in fiscal 1994-95, compared to $3.1 billion in 1993-94. 
Term deposits, typically in amounts varying between $200 million and 
$3,300 million for terms ranging between one and eight days, averaged 

$1.9 billion, $526 million lower than the previous fiscal year. Earnings on term 
balances averaged 6.17 per cent, up from 4.25 per cent in the prior year. 
Average demand balances, at $517 million, were $129 million lower than in 
1993-94, and earned 4.34 per cent (compared to 3.48 per cent the previous 
year). (See Chart 7.) 


Chart 7 
Government of Canada cash balances 


Government balances 


at Bank of Canada o-aree| 
1% 


Government 
demand balances 
21% 


Term deposits 
78% 


Source: Department of Finance. 
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3. BORROWINGS BY CROWN CORPORATIONS 


In order to assess fully the government’s total impact in financial markets, it 

is necessary to include the market borrowings of federal Crown corporations. 
As illustrated in Chart 8, total outstanding borrowings by Crown corporations 
increased from $32.2 billion at the end of fiscal 1989-90 to $38.6 billion at 
December 31, 1994, reflecting an increase in market borrowings from 

$18.4 billion to $24.4 billion and an increase in Consolidated Revenue Fund 
borrowings from $13.7 billion to $14.2 billion. Reference Tables XI and XII 
provide further information on Crown corporation borrowings from the market 
and from the Consolidated Revenue Fund. 


Chart 8 


Borrowings by Crown corporations 
as of March 31, except where indicated 


billions of dollars 


1990 1991 1992 1993 1994 December 31, 
1994 


Sources: Receiver General, Public Accounts of Canada, 
Public Works and Government Services Canada, Summary Quarterly Financial Statements of Crown corporations. 
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4. DISTRIBUTION OF HOLDINGS OF 
GOVERNMENT OF CANADA DEBT 


Domestic Holdings of Government of Canada Debt 


InSurance companies, pension funds and chartered banks remain the 
sectors with the largest holdings of Government of Canada market debt. 
(See Chart 9.) Total holdings of market debt by persons and unincorporated 
businesses fell 17 per cent in 1994, while holdings of the chartered banks 
rose by 16 per cent. Holdings of insurance companies and pension funds 
increased by 12 per cent in 1994. 


Reference Table IV shows the evolution of the distribution of domestic 
holdings of Government of Canada market debt over the past 18 years. 
Noteworthy is the decline in the past few years in the holdings of the personal 
sector, mirrored by an increase in the holdings of insurance Companies and 
pension funds, and chartered banks. 


Chart 9 
Distribution of domestic holdings of Government of Canada market debt 


Non-financial Total: $327 billion at 
corporations December 31, 1994 
4% 


Various levels 
of government businesses 
7% 16% 


Public and other 
financial institutions 
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Insurance companies, 
pension funds 
24% 


Chartered banks 
21% 
Near-banks 

3% 


Source: Statistics Canada, The National Balance Sheet Accounts. 
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Non-Resident Holdings of Government of Canada Debt 


Non-resident holdings of the Government of Canada’s outstanding market 
debt are estimated to have reached $110.4 billion at the end of March 1995, 
down $1.3 billion from a year earlier. Non-resident holdings represented 

25 per cent of the Government of Canada’s total market debt at the end 

of fiscal 1994-95, up from 11 per cent at the end of fiscal 1984-85. 

(See Chart 10.) 


In fiscal 1994-95, non-resident holdings of Government of Canada 

marketable bonds decreased by $6.4 billion. Non-resident holdings of 

Treasury bills increased by $5.1 billion over the fiscal year. (See Reference 

Table V.) Non-residents held 32 per cent of outstanding Government of 
Canada marketable bonds at the end of fiscal 1994-95, down from 38 per cent 
in 1993-94. Non-resident holdings of Treasury bills amounted to 24 per cent of 
total bills outstanding at the end of March 1995, up from 20 per cent one 

year earlier. 


Chart 10 
Non-resident holdings of Government of Canada debt 


per cent of total market debt 


1985-86 1987-88 1989-90 1991-92 1993-94 


Source: Statistics Canada, Canada’s International Transactions in Securities. 


24 


DEBT OPERATIONS REPORT 


ANNEX 1: 
GOVERNMENT OF CANADA MARKET 
DEBT INSTRUMENTS 


Fixed-coupon marketable bonds 


Government of Canada marketable bonds are generally available in denomi- 
nations ranging from $1,000 to $1,000,000. As of December 1, 1993, new 
issues of Government of Canada bonds are issued in fully registered form 
only. With the exception of the 3.75 per cent bonds maturing March 15, 1998, 
all Canadian dollar marketable bonds are non-callable. All Canadian dollar 
marketable bonds pay interest semi-annually. 


Issues of government bonds are sold via public tender, with the Bank of 
Canada acting as the government’s fiscal agent, to primary distributors made 
up of Canadian securities dealers and a small number of Canadian chartered 
banks. Typically, these sales are via bid-price auction. 


There is an extensive domestic secondary market in marketable bonds. 
Government of Canada bonds are the benchmark bonds in the Canadian 
bond market, and are very liquid. Market participants buy and sell bonds 
quite actively in this market. 


Treasury bills 


Government of Canada Treasury bills are issued in denominations ranging 
from $1,000 to $1,000,000. 


Issues of Treasury bills are sold by public tender on a discount basis, with 

the Bank of Canada acting as the government's fiscal agent, to primary 
distributors made up of Canadian securities dealers and chartered banks. 
Treasury bills with terms to maturity of three, six, or twelve months are 
auctioned on a weekly basis, typically on Tuesday for delivery Thursday. To 
increase the size and liquidity of one-year Treasury bills, the government 
issues fungible one-year bills, in which two consecutive regular quarterly 
auctions are accumulated on one common maturity date. Typically, in the first 
week of a two-week cycle, 364-day bills are issued, while in the second week, 
357-day bills are issued. 


There is an extensive domestic secondary market in Treasury bills. Chartered 
banks, securities dealers, and the general public buy and sell Treasury bills in 
this liquid market. 


Canada Savings Bonds 


CSBs are offered for sale by most Canadian financial institutions for a limited 
time in the fall. To facilitate their purchase, many Canadians elect to purchase 
CSBs through payroll deductions. 
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Except in certain specific circumstances, Canada Savings Bonds can only be 
registered in the name of residents of Canada, and are available in both 
regular-interest and compound-interest forms. Denominations range from 
$100 to $10,000; all CSBs are non-callable, and, except in certain limited 
circumstances, non-transferable. 


CSBs pay a competitive rate of interest which is guaranteed for one or more 
years. They may be cashed at any time, and, after the first three months, pay 
interest up to the end of the month prior to encashment. 


Government of Canada Real Return Bonds 


Government of Canada Real Return Bonds pay semi-annual interest based 
upon a real coupon interest rate. Unlike standard fixed-coupon marketable 
bonds, interest payments on Real Return Bonds are adjusted for changes in 
the Canadian consumer price index. At maturity, bondholders will receive, in 
addition to a coupon interest payment, a final payment equal to the sum of 
the principal amount and the sum of the accrued inflation compensation from 
the original issue date. These bonds must be purchased, transferred, or sold 
directly or indirectly through a participant of the CDS book-entry system and 
only in integral multiples of $1000. Primary distribution has been through a 
syndicate of Canadian securities dealers and via single-price auction. 


While the level of outstandings in these bonds is small compared to that of 
fixed-coupon marketable bonds, a secondary market in these bonds is 
developing. The major participants in this market are Canadian securities 
dealers, insurance companies, and pension funds. 


Canada bills 


Canada bills are promissory notes denominated in U.S. dollars and available in 
book-entry form. They mature not more than 270 days from their date of issue 
and are discount obligations with a minimum order size of U.S. $1,000,000 
and a minimum denomination of U.S. $1,000. Delivery and payment for 
Canada bills occur in same-day funds at the offices of Morgan Guaranty 

Trust Company of New York in New York City. 


Primary distribution of Canada bills occurs through five issuing agents, 
Wood Gundy Inc., RBC Dominion Securities Inc., Goldman, Sachs & Co., 
CS First Boston, and Lehman Brothers. Rates on Canada bills are posted 
daily, for terms of one to six months. 


There is a small secondary market in Canada bills. Participants in this market 
include U.S., Canadian and international financial institutions. 
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ANNEX 2: 

THE PRIMARY DISTRIBUTION OF GOVERNMENT 
OF CANADA FIXED-COUPON MARKETABLE BONDS 
AND TREASURY BILLS 


The Government of Canada does not deal directly with the public in the 
distribution of its domestic marketable debt but transacts through a group 
of financial intermediaries known as primary distributors. 


There are at present some 35 firms which participate in the primary 
distribution of bonds and Treasury bills. These primary distributors are 
investment dealers and chartered banks based in the major financial centres 
in Canada. Investment dealers have to be licensed by a provincial securities 
commission and be a member of the Investment Dealers Association. Banks 
are regulated by the Office of the Superintendent of Financial Institutions. The 
list of primary distributors has evolved over time. Additions to and deletions 
from the list of firms allowed to bid at auctions are made only after a sustained 
evaluation of a firm’s performance over an extended period of time. 


In order to be eligible as a primary distributor a firm must meet certain 
reporting, performance, and distribution criteria set by the Bank of Canada 
in its role as the government’s fiscal agent. 


Those primary distributors active in both bond and Treasury bill markets may 
apply to become Bank of Canada jobbers. This is the core group of market 
makers that the Bank deals with in its monetary policy operations and, since 
they are the largest firms, they are also the dominant. group among the 
primary distributors. 


Investment dealer jobbers have resort, at the Bank Rate, to Purchase and 
Resale Agreements (PRA) with the Bank of Canada in Government of Canada 
direct securities with a maturity of under three years up to an assigned 
maximum. Bank jobbers, which already have a line of credit with the Bank 

for settlement purposes, are not eligible for PRA. Both investment dealer and 
bank jobbers are eligible for Special Purchase and Resale Agreements with 
the Bank in the same collateral, but at the Bank’s initiative, and at a rate that 
may differ from the Bank Rate. 


Jobbers have a number of responsibilities in addition to those of primary 
distributors. They are expected to bid at every Treasury bill and bond auction 
So as to provide coverage of auctions as a group, to consistently make 
markets in Treasury bills and bonds to a broad customer base, and to provide 
the Bank with assessments of market conditions, weekly statistical reports, 
and audited financial statements. 
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ANNEX 3: 
SELECTED NEWS SERVICE PAGES OF INTEREST 
TO GOVERNMENT OF CANADA DEBT MARKET 

PARTICIPANTS 


Dow Jones Telerate 


3105 — U.S./Canada combined capital markets page 

3109 — Quarterly bond auction schedule 

3110 — Latest bond auction results 

3111 — Treasury bill auction results 

ey — Cumulative excess settlement balances/overnight rate 

3114 — Swap program highlights 

3143 — Multicontributor page — Government of Canada bonds 

3144 — Multicontributor page — Government of Canada Treasury bills 

3159 — Canadian yield curves/spread differentials to U.S. 

3190 — Canadian money markets page 

3196 — Canadian Government bonds and interest rate swaps 

3197 — 10 a.m. fixing — Canadian B.A. rates 

3198 — 10 a.m. fixing — Government of Canada Treasury bills 

9728 — 10:30 a.m. Bank of Canada jobber averages — 
Treasury bills, B.A.’s, and Commercial paper 

27455 — 10-year CGB futures (Montreal Exchange) 

27456 — BAX futures (Montreal Exchange) 

21458 — 10-year bond cheapest-to-deliver (CGB futures) 


implied repo rate 


Reuters 

CDMM — Summary page, short-term Canadian money market 
CDBN — Summary page, Canadian bonds 

CDBL — Canada — U.S. yield curves 

CDOR — 10 a.m. fixing —- Canadian B.A. rates 

CDOS — 10 a.m. fixing — Canadian Treasury bill rates 

FPRH — Swap quotes 

BAX <F3> — BAX futures, Montreal Exchange 

BAR <F3> — BAR futures, Montreal Exchange 
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